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Production  Credit 
Association  Loans 


A  he  Farm  Credit  Administration  provides  a  permanent  cooperative  credit  system  for 
farmers  and  stockmen  with  all  types  of  business  credit  necessary  for  farm  investment,  production, 
and  marketing.  Through  this  system  farmers  have  access  to  investment  funds  in  the  central  money 
markets  of  the  country,  and  their  local  credit  cooperatives,  operating  on  a  sound  business  basis, 
enable  them  to  obtain  needed  amounts  of  credit  at  all  times  in  line  with  lowest  money  market 
rates.  Through  this  system  all  types  of  sound  agricultural  credit  are  made  available  on  a  nation¬ 
wide  basis  at  a  reasonable  cost. 

The  Production  Credit  Corporations 

Under  the  terms  of  the  Farm  Credit  Act  of  1933,  in  each  of  the  12  farm  credit  districts,  a 
production  credit  corporation  was  established  with  an  initial  capital  of  $7,500,000,  subscribed  and 
paid  for  by  the  Governor  of  the  Farm  Credit  Administration  on  behalf  of  the  United  States. 
The  total  capital  of  these  12  corporations  has  since  been  increased  to  $120,000,000.  The  cor¬ 
porations  assist  in  organizing,  capitalizing,  and  supervising  local  production  credit  associations 
which  lend  money  directly  to  farmers  and  stockmen  for  general  agricultural  purposes.  The 
corporations  do  not  make  loans  but  their  assistance  enables  the  associations  to  obtain  money  for 
loans  through  the  12  Federal  intermediate  credit  banks.  The  latter  were  set  up  in  1923  to  act 
as  wholesalers  of  agricultural  and  livestock  credit  to  financing  institutions  and  duly  organized 
cooperative  associations. 

The  Production  Credit  Associations 

Production  credit  associations  are  incorporated  in  conformity  to  the  purpose  and  provisions 
of  the  Farm  Credit  Act,  and  operate  according  to  regularly  adopted  articles  and  bylaws.  The 
directors,  usually  five  in  number,  are  elected  by  the  farmer-members  from  among  their  number. 
The  directors  are  responsible  to  the  members  for  the  conduct  of  the  business.  Details  of  loans 
and  operations,  with  the  approval  of  the  directors,  are  usually  handled  by  a  loan  committee  of  the 
board  and  the  secretary-treasurer  who  is  the  active  manager.  The  secretary-treasurer  is  not  a 
director  but  is  employed  by  and  responsible  to  the  directors.  At  the  annual  meeting  the  man¬ 
agement  reports  to  the  members  regarding  the  past  year’s  operations ;  the  members  elect  directors, 
and  act  on  the  reports. 

Kinds  of  Loans 

Production  credit  associations  make  loans  for  a  wide  range  of  farm  production  needs,  and, 
where  the  farm  income  and  security  justify  the  expenditure,  for  home  improvements  and  family 
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living  expenses  as  well.  Purposes  for  which  loan  funds  may  be  used  include  financing  the  pro¬ 
duction,  harvesting,  and  marketing  of  crops;  the  breeding,  raising,  fattening,  and  marketing  of 
livestock  and  commercial  poultry ;  and  the  repair,  improvement,  and  alteration  of  farm  buildings. 
Loan  funds  may  also  be  used  to  refinance  indebtedness  originally  incurred  for  agricultural  pur¬ 
poses  and  to  meet  other  credit  requirements  for  general  agricultural  purposes. 

How  the  Farmer  Obtains  Loans 

The  borrowing  procedure  is  simple.  A  farmer  desiring  a  loan  makes  out  a  budget  of  income 
and  expenses  and  files  an  application  with  the  secretary-treasurer  of  the  local  production  credit 
association.  The  inspector  then  examines  the  collateral  offered,  and  makes  his  recommendation  to 
the  loan  committee.  If  the  loan  is  approved,  the  borrower  may,  if  necessary,  get  his  money  the 
same  day  the  loan  committee  passes  on  it.  The  association  has  a  cash  loan  fund  on  hand  enabling 
it  to  give  prompt  service  to  members.  After  the  loan  is  made,  the  association  sends  the  borrower’s 
notes  to  the  intermediate  credit  bank.  The  associations  are  continually  reducing  the  time  required 
to  make  a  loan,  as  well  as  the  number  of  papers  to  be  filled  out.  As  they  gain  additional  experience, 
and  member-borrowers  build  up  a  good  credit  rating  and  acquaintance  with  the  association,  they 
will  continue  to  increase  the  efficiency  with  which  they  handle  their  members’  business. 

How  Budget  Loans  Are  Made 

The  associations  make  many  of  their  loans  on  a  budget  basis  so  that  the  member-borrower  may 
get  the  money  as  he  needs  it,  and  pay  it  back  as  his  products  are  sold  under  an  orderly  marketing 
plan.  The  farmer  submits  a  statement  of  expenses  and  income  with  his  application,  usually 
itemized  by  months.  Thus  at  the  time  the  application  is  approved  for  the  total  amount  required 
for  the  year,  he  shows  just  when  specific  amounts  are  needed  and  when  they  can  be  repaid.  Budg¬ 
ets  are  helpful  in  careful  and  profitable  planning  of  the  year’s  business  whether  credit  is  needed  or 
not.  In  addition,  if  credit  is  used,  planning  for  the  season  enables  the  farmer  to  handle  his  loan 
on  an  efficient  and  economical  basis.  By  so  doing  he  reduces  the  interest  costs  since  he  pays 
interest  only  for  the  actual  period  of  time  he  has  the  money.  In  this  way  interest  savings  may  be 
substantial  as  compared  with  the  payment  of  interest  on  the  entire  amount  for  a  full  year.  Crop 
loans  usually  run  from  3  to  12  months.  Livestock  loans  usually  run  for  1  year  and,  at  maturity, 
after  proceeds  of  sales  have  been  applied,  any  unpaid  balance  may  be  renewed  if  the  credit  standing 
of  the  borrower  and  the  condition  of  the  security  remain  satisfactory.  In  the  ca^se  of  dairy  loans, 
the  farmer  generally  makes  arrangements  to  repay  the  loan  on  a  monthly-installment  basis  from 
his  regular  milk  or  cream  checks.  The  amount  which  a  member  can  borrow  depends  on  the  size 
and  earning  power  of  his  farm  business,  his  financial  condition,  and  the  amount  which  is  needed 
for  economical  operation.  The  associations  do  not  make  loans  for  less  than  $50  to  any  borrower. 

Cost  of  the  Loan 

The  interest  rate  on  loans  through  associations  is  dependent  to  a  large  extent  on  the  discount 
rare,  that  is,  the  lending  rate,  of  the  Federal  intermediate  credit  banks.  At  the  present  time, 
January  1938,  the  association  loan  rate  is  5  percent  a  year  in  the  continental  United  States,  and 
5 y2  percent  in  Puerto  Rico.  Interest  is  not  deducted  in  advance,  but  is  payable  when  the  loan  is 
due.  In  addition  to  the  interest,  the  borrower  pays  the  cost  of  inspecting  the  security  and 
recording  crop  or  livestock  chattel  mortgages.  Farmers  who  have  previously  borrowed  from 
the  association  and  have  met  their  repayments  promptly  have  established  credit  ratings  that  make 
it  easier  for  them  to  get  new  loans  when  they  need  them  to  carry  on  their  farm  business. 
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The  Capital  Stock 

The  capital  stock  of  a  production  credit  association  is  divided  into  two  classes,  class  A  and 
class  B.  The  class  B,  or  voting  stock,  is  owned  by  the  farmer-members  in  an  amount  equal  to 
$5  for  each  $100  or  part  of  $100  borrowed.  The  purchase  of  class  B  stock  may  be  included  in 
the  amount  of  the  loan  applied  for.  The  borrower  need  not  purchase  additional  stock  in  succeed¬ 
ing  years,  provided  the  association  is  soundly  managed,  unless  he  increases  the  amount  borrowed. 
A  class  B  stockholder  cannot  apply  his  stock  on  the  principal  of  his  loan  at  maturity.  He  may 
retain  it  for  use  in  obtaining  another  loan  or  he  may,  with  the  approval  of  the  board  of  directors, 
sell  it  to  another  borrower.  As  the  voting  privilege  of  an  association  must  be  in  the  hands  of 
active  members,  a  holder  of  class  B  stock  is  required,  within  2  years  after  he  has  ceased  to  be  a 
borrower,  either  to  dispose  of  his  stock  to  another  borrower  or  to  exchange  such  stock  at  its  fair 
book  value  (not  to  exceed  par)  for  class  A  stock.  If  this  holder  desires  to  obtain  another  loan 
from  the  association,  he  may  then  convert  the  necessary  amount  of  class  A  into  class  B  stock. 
No  one  but  farmer-borrowers,  or  farmers  eligible  to  borrow,  can  own  B  stock.  Each  member  is 
entitled  to  one  vote  at  the  annual  meeting  of  his  association  regardless  of  the  amount  of  stock  he 
holds.  Thus,  each  borrower  is  responsible  for  the  selection  of  competent  and  efficient  directors 
who  are  necessary  to  assure  the  successful  operation  of  the  association. 

In  addition  to  the  stock  held  by  farmers,  the  production  credit  corporation  of  the  district  has 
purchased  nonvoting  class  A  stock  in  each  of  the  associations  in  an  amount  sufficient  to  provide 
the  balance  of  the  capital  necessary  to  establish  the  business.  During  such  times  as  a  production- 
credit  corporation  is  a  holder  of  any  stock  in  a  production  credit  association,  the  election  of  the 
association’s  directors,  secretary- treasurers,  and  loan  committee  is  subject  to  the  approval  of  the 
president  of  the  production  credit  corporation,  and  during  such  time  he  may  remove  any  director, 
secretary-treasurer,  employee,  or  other  officer 

Class  A  stockholders  have  a  preferred  claim  on  the  asserts  of  the  association  in  event  of 
liquidation.  Both  class  A  and  class  B  stock  share  equally  in  dividend  distribution,  and  neither 
is  assessable. 

Sound  Business  Principles  Necessary  to  Success 

As  with  any  other  farmers’  cooperative  business  association,  certain  business  principles  must 
be  followed  if  the  organization  is  to  be  successful.  An  intelligent,  well-informed,  and  interested 
membership  is  of  first  importance.  There  must  be  a  definite  need  for  the  service.  Active  direc¬ 
tors,  efficient  management,  and  sound  credit  policies  are  vital.  Another  requirement  of  a  farmer’s 
business  cooperative  is  a  sufficient  volume  of  business.  The  volume  of  business  must  be  such  that 
it  will  produce  earnings  sufficient  to  provide  competent  management,  cover  other  operating  costs, 
and  establish  reserves  for  possible  losses.  Such  corporations,  also,  must  comply  with  State  laws 
applicable  to  them. 

Each  production  credit  association  has  been  organized  within  a  definite  territory,  determined 
after  a  careful  examination  of  the  type  of  farming  in  the  area,  the  number  of  farmers  and  size  of 
farms,  and  probable  credit  needs,  all  calculated  to  assure  the  association  a  sufficient  volume  of 
business.  Distances,  roads,  and  other  things  had  to  be  considered,  also,  in  order  that  the  offices 
and  representatives  of  the  association  might  be  near  enough  to  the  members  to  give  them  conven¬ 
ient  and  efficient  service  consistent  with  necessary  volume.  Since  each  association  has  a  definite 
territory  in  which  to  operate,  there  is  no  destructive  competition  as  sometimes  happens  in  other 
types  of  cooperative  organizations. 
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The  production  credit  associations  operate  on  a  margin  of  3  percent.  This  3  percent  spread 
in  interest  rates,  together  with  the  interest  on  the  capital  invested  in  securities,  constitutes  the 
earnings  of  the  association.  For  example,  if  a  typical  farmer  borrows  $750  on  a  budget  plan  and 
averages  8  months  for  the  loan,  he  pays  $25  in  interest  to  the  association.  The  association  in  turn 
pays  $10  for  the  money  from  the  intermediate  credit  bank,  leaving  $15  loan  income  out  of  which  all 
expenses  must  be  paid.  From  the  gross  earnings  all  expenses  and  losses  must  be  paid  before  the 
association  can  build  any  reserves.  An  association  with  100  such  loans  would  have  a  loan  income 
of  $1,500.  This  is  not  enough  to  pay  even  a  minimum  salary  for  a  qualified  manager  plus  office 
expenses.  Assuming  the  association  would  have  $15,000  in  bonds  bearing  3-percent  interest, 
$450  additional  income  would  be  available.  Even  then  total  income  likely  would  not  be  sufficient. 
On  the  other  hand  if  the  association  had  500  such  members,  loan  income  would  be  $7,500,  which 
would  probably  equal  or  exceed  operating  expenses.  Any  operating  savings,  together  with  bond 
income  (on  the  basis  of  $75,000  in  3-percent  bonds)  of  $2,250,  would  be  savings  for  members  and 
enable  them  eventually  to  become  complete  owners  of  the  association.  Since  most  good  coopera¬ 
tives  must  earn  several  thousand  dollars  a  year  in  order  to  pay  overhead  and  operating  expenses 
and  save  some  net  cash  for  members,  the  association  must  have  a  substantial  number  of  good 
farmer-borrowers  in  a  community  as  its  active  members  if  it  is  to  serve  them  well. 

Out  of  the  earnings  of  a  production  credit  association  are  paid  first  the  current  operating 
expenses  of  the  association.  The  remaining  income  is  used  to  meet  the  losses  sustained  through 
bad  loans,  if  any,  and  to  build  reserves.  Also,  the  association  is  required  to  build  a  guaranty 
fund  equal  to  25  percent  of  the  capital  stock  of  the  association.  Once  the  guaranty  fund  has 
been  completed,  the  association  may  pay  dividends  not  to  exceed  7  percent  annually. 

The  Associations  and  the  Federal  Intermediate  Credit  Banks 

Production  credit  associations  get  their  loan  funds  from  the  12  Federal  intermediate  credit 
banks.  These  banks  are  under  the  supervision  of  the  Intermediate  Credit  Division  of  the  Farm 
Credit  Administration.  They  do  not  lend  “Government  money.”  To  obtain  funds  they  sell 
their  short-term  bonds,  or  debentures,  in  the  investment  market,  to  insurance  companies,  banks, 
individuals,  or  corporations.  They  do  not  make  loans  to  individual  farmers  nor  do  they  accept 
deposits  or  otherwise  engage  in  general  banking  business.  Instead  they  act  as  banks  of  discount 
for  agriculture.  They  are  authorized  to  rediscount  (or  make  loans  on  the  security  of)  agricultural 
paper  offered  to  them  and  endorsed  by  production  credit  associations,  banks  for  cooperatives, 
national  and  State  banks,  trust  companies,  agricultural  credit  corporations,  livestock  loan  com¬ 
panies,  savings  institutions,  and  cooperative  associations  of  agricultural  producers.  The  total 
paid-in  capital  of  the  intermediate  credit  banks,  amounting  to  $70,000,000,  and  a  paid-in  surplus 
of  $30,000,000  is  provided  by  the  Federal  Government;  but  the  Government  does  not  guarantee 
the  debentures,  nor  assume  liability  for  any  other  obligations  of  these  banks. 

Thus,  while  the  Federal  Government  does  not  supply  the  money  which  is  loaned  to  farmers 
by  production  credit  associations,  it  has  made  possible  the  system  through  which  farmers  may  act 
cooperatively  to  reach  the  central  money  markets,  so  that  they  may  obtain  credit  at  a  reasonable 
cost. 

Association  Rediscounts  With  the  Intermediate  Credit  Bank 

The  local  production  credit  association  lends  the  private  funds  obtained  by  rediscounting  with 
the  Federal  intermediate  credit  bank.  It  does  not  lend  its  capital,  since  the  major  portion  of  the 
proceeds  from  the  sale  of  the  capital  stock  is  invested  in  approved  securities.  These  securities  are 
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pledged  with  the  Federal  intermediate  credit  bank  of  the  district  as  additional  guarantee  for 
farmer-borrowers’  notes  which  the  association  rediscounts  with  the  bank.  The  association  may 
rediscount  notes  in  an  amount  which,  added  to  its  direct  borrowings,  ordinarily  will  not  exceed 
five  times  the  amount  of  bonds  pledged  with  the  intermediate  credit  bank.  For  example,  an 
association,  with  bonds  pledged  in  an  amount  of  $100,000,  and  with  no  direct  borrowings  for  other 
purposes,  might  rediscount  notes  with  the  Federal  intermediate  credit  bank  in  an  amount  not 
exceeding  $500,000.  Therefore,  the  procedure  requires  that  whenever  an  association  makes  a  loan 
to  a  farmer  his  note  be  endorsed  by  the  association  and  offered  to  the  Federal  intermediate  credit 
bank  for  rediscount.  If  accepted,  it  becomes  a  part  of  the  collateral  for  the  bank’s  debentures 
which  are  sold  in  the  investment  market. 

Other  Sources  of  Short-Term  Loans  to  Farmers 

For  many  years  farmers  were  almost  entirely  dependent  on  local  commercial  banks,  merchants, 
and  dealers  for  their  operating  credit  requirements.  These  sources  of  credit,  particularly  com¬ 
mercial  banks,  have  been  of  great  value  to  farmers.  However,  commercial  banks  and  merchants 
and  dealers  who  depend  on  them  for  financing  rely  primarily  on  local  funds.  The  cost  and 
availability  of  such  funds  are  governed  largely  by  local  conditions.  In  communities  where  business 
and  agriculture  are  profitable  local  funds  are  usually  readily  available  at  reasonable  rates  of 
interest.  Under  such  conditions  credit  terms  and  requirements  may  be  liberal — even  excessively 
liberal  at  times.  But  when  business  conditions  become  unfavorable  local  lending  institutions 
and  individuals  may  not  have  surplus  funds.  Often  in  the  past,  when  farmers’  credit  needs  were 
greatest,  local  funds  were  very  limited.  Even  in  normal  times  commercial  credit  is  not  as  well 
suited  to  farmers’  needs  as  it  is  to  credit  requirements  of  commercial  and  industrial  business.  In 
many  sparsely  settled  areas  deposits  in  local  banks  have  not  been  sufficient  to  meet  demands  for 
credit. 

Underlying  these  limitations  is  the  principal  source  from  which  most  commercial  credit  is 
drawn.  It  represents  surpluses  and  savings  of  individuals  and  small  businesses.  Such  of  their 
funds  as  are  in  local  banks  are  in  the  form  of  deposits,  usually  callable  on  short  notice.  Since 
the  business  of  a  commercial  bank  is  characterized  by  a  rather  rapid  turn-over  of  withdrawals 
and  deposits,  it  must  keep  depositors’  funds  readily  available,  that  is  to  say  it  must  maintain 
a  liquid  position.  The  needs,  activities,  and  safety  of  depositors  determine  the  kinds  and  terms 
of  loans  which  a  commercial  bank  can  make.  Thus,  the  credit  requirements  of  borrowers,  and 
especially  of  farmers,  are  incidental  to  its  principal  purpose. 

The  commercial  bank  is  particularly  well  qualified  to  finance  the  credit  needs  of  merchants 
and  other  business  institutions  which  have  a  rapid  turn-over  of  inventories  and  capital,  making 
it  convenient  for  them  to  repay  loans  within  short  periods  of  time.  For  example,  a  merchant 
may  sell  enough  goods  in  2  months  to  equal  the  entire  investment  in  his  business.  On  the  other 
hand,  the  farmer’s  business  turn-over  is  slow  and  since  production  operations  stretch  out  over 
a  full  season  or  longer,  his  credit  needs  continue  for  similar  periods  of  time.  Thus  the  source  of 
funds  most  closely  adapted  to  the  credit  needs  of  farmers  is  of  the  investment  and  not  of  the  deposit 
type.  As  the  funds  are  used  for  productive  enterprises,  income  or  profit  is  the  primary  basis 
for  their  use  and  should  determine  when  and  how  much  is  needed  as  well  as  how  and  when  it 
should  be  repaid. 

Farm  production  credit  requirements  are  not  of  a  long-term  investment  nature,  nor  are  they 
ordinarily  based  on  real  estate  as  security.  Personal  property  in  the  form  of  livestock  and 
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equipment,  and  growing  or  harvested  crops  are  the  physical  elements  in  the  production  process, 
and  form  the  logical  security  for  production  credit.  It  is  neither  really  long-term  nor  strictly 
short-term  credit.  Long-term  credit  usually  is  extended  for  a  period  of  from  5  to  40 -years. 
Commercial  short-term  credit  is  usually  30-day,  60-day,  90-day  or  at  most  180-day  paper.  Farm 
production  credit  varies  according  to  the  particular  enterprise  being  financed.  Some  crops  are 
produced  and  sold  in  3  or  4  months.  Some  livestock  enterprises  require  3  years  to  become 
profitable.  Credit  to  be  most  useful  must  be  adapted  to  the  nature  of  the  business  which  it  is 
being  used  to  finance. 

Cooperative  Principles 

All  these  factors  indicate  the  need  for  a  type  of  credit  especially  for  agriculture,  available 
at  all  times  on  a  sound  basis  and  on  terms  suited  to  the  borrower’s  needs.  To  obtain  it  on  a 
dependable,  economical  basis  requires  special  tools  and  organizations.  These  facilities  were 
provided  with  the  establishment  of  the  system  of  production  credit  associations.  The  production 
credit  association  is  the  local  cooperative  organization  of  farmers  who  are  eligible  members  and 
borrowers.  It  is  built  upon  true  cooperative  principles.  Only  agricultural  producers  can  be 
members  and  own  voting  stock.  The  principle  of  one  vote  per  member,  regardless  of  number  of 
shares  of  stock  he  might  own,  is  rigidly  adhered  to.  The  aim  of  service  to  members  rather  than 
profits  to  investors  is  maintained  by  limiting  dividends  on  stock  to  7  percent.  These  are  the 
three  most  fundamental  principles  of  farmers’  cooperative,  nonprofit  organizations. 

Farmers  have  formed  local  production  credit  associations  for  the  purpose  of  buying  credit 
cooperatively,  recognizing  that  this  is  superior  to  buying  individually.  Cooperation  brings  the 
advantage  of  a  dependable  source  of  credit,  with  loans  available  at  the  lowest  possible  cost  con¬ 
sistent  with  sound  business  practices.  Through  cooperation,  farmers  obtain  just  the  kind  of 
loans  to  fit  the  needs  of  their  individual  farms.  The  production  credit  associations  are  set  up 
on  the  basis  of  farmer  control  and  eventual  complete  ownership  by  farmers.  They  are  locally 
organized,  yet  work  together  on  a  district  and  national  basis,  in  order  to  provide  reliable  sources 
of  credit  at  all  times,  and  in  all  areas.  They  incorporate  the  sound  principles  and  tested  practices 
of  agricultural  cooperation  which  have  already  proven  successful  in  the  United  States  and  a 
number  of  countries  of  the  Old  World. 
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